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Preface 


In this budget I am providing a detailed forecast of Canada’s economic and fiscal 
prospects for this year and next. As well, I am including alternative projections of 
possible economic developments in Canada over the medium term. Such forecasts 
and projections, despite the substantial degree of uncertainty that must by their 
very nature be attached to them, are indispensable tools in government budgetary 
planning and policy analysis. This document sets out the economic assumptions 
underlying the budget. 


This budget is an essential part of the government’s response to the challenge of 
economic renewal. It features substantial and innovative measures that will 
encourage private initiative, improve government effectiveness, and restore fiscal 
responsibility. I am confident that these policy initiatives will substantially 
improve the economic environment in Canada, particularly over the medium term, 
by rewarding entrepreneurship and by building confidence in the economic 
management and future of Canada. 


I want to emphasize that what is presented here are economic projections which 
are strongly influenced by alternative assumptions about fiscal and monetary 
developments abroad. These projections have been derived using conventional 
Canadian macroeconomic models wherein the economic and behavioural responses 
to major shifts in government policy and the economic climate can only be 
imperfectly estimated. These projections are not targets. I believe that the actions 
the government has taken will substantially revitalize the climate for private sector 
growth in this country. Through a positive response by Canadians to the challenge 
of economic renewal, the economic outlook can be made much better. 


The Honourable Michael H. Wilson 
Minister of Finance 
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1. Introduction and Summary 


This document has three main purposes: first, to review developments to this point 
in the economic recovery which began in the first quarter of 1983; second, to set 
out the current Department of Finance forecast for 1985 and 1986; and third, to 
set out alternative projections for the Canadian economy over the medium term. 
These alternative projections provide a sense of the range of uncertainty facing 
budgetary planning and policy analysis over the medium term. The short-term 
forecast for 1985 and 1986, which incorporates the policy measures and initiatives 
included in this budget, provides the economic assumptions on which the 
projection of the government’s expenditures and revenues is based. 


In the November 8, 1984 Economic Statement it was forecast that real growth in 
1984 would be 4.2 per cent. Due to a surge in net export growth, concentrated in 
the third quarter of 1984, the actual outcome was 4.7-per-cent growth, the 
strongest growth performance since 1976. As expected, the inflation gains realized 
since 1982 were consolidated and furthered, with the rate of increase in the 
consumer price index (CPI) declining to 4.4 per cent in 1984. The unemployment 
rate remains high, averaging near 11 per cent in recent months. In November it 
was forecast that the level of short-term interest rates would decline to about 

10 1/2 per cent on average for 1985. Recent developments suggest this decline will 
likely be realized. The economic and fiscal forecasts embody the view of a further 
moderate decline in short-term interest rates to about 10 per cent on average 

in 1986. 


While overall growth in 1984 was strong, there were still several unsettling 
elements in Canada’s economic performance. In particular, final domestic demand 
increased only 2.7 per cent, roughly half the pace of overall real growth in gross 
national product (GNP), and private business fixed investment showed virtually 
no increase. The implication is that trade and inventories played much larger roles 
in generating economic growth in 1984 than is the normal experience, thereby 
tying the Canadian recovery more closely to American economic developments. 


For 1985 real output is expected to increase by just over 3 per cent. While this is a 
slower pace than recorded in 1984, growth should be more balanced and real 
investment spending is expected to show the first appreciable increase since 1981. 
In 1986, real output is forecast to grow about 2 1/2 per cent, reflecting some 
slowdown associated with continuing high real interest rates and a weaker US. 
economy. Inflation is forecast to remain moderate over the short-term forecast 
period, averaging about 4 per cent in each of 1985 and 1986. 


Associated with this outlook for real GNP, employment growth should average 
just over 2 per cent in 1985 and 1986. The measures in this budget will help to 


bolster employment. Despite the relatively strong expansion in employment, 
labour force growth is anticipated to be strong as participation rates continue to 
increase, and this is expected to moderate somewhat the reductions in the 
unemployment rate. The unemployment rate is forecast to decline to about 

10 1/4 per cent by the end of 1986. 


As a departure from recent budgets, the medium-term projection in this paper is 
not presented as a single estimate; such an approach would belie the degree of 
certainty attached to the economic outlook beyond 1986. Rather, a set of 
projections which cover a plausible range of economic outcomes is shown. 


A key factor in determining the medium-term prospects of the Canadian economy 
will be the level of real interest rates. The level of Canadian interest rates will be 
influenced significantly by events elsewhere, particularly in the United States, but 
will also depend upon policies pursued in Canada. A return towards more normal 
real interest rate levels will require strong action to reduce the high deficits in the 
United States, Canada and elsewhere. 


In this budget, the government has taken strong actions to reverse the trend of 
growing government deficits and achieve a considerable reduction in the deficit 
over the balance of this decade. However, the fiscal situation in the United States 
is currently being actively debated and the likely outcome for 1986 and beyond is 
highly uncertain. Clearly, developments in the United States will substantially 
affect the economic prospects of all countries. To reflect the uncertainty that must 
be attached to medium-term projections, three alternative scenarios are presented. 
These projections are not targets. They are alternative scenarios that span a 
plausible range of potential medium-term economic developments. As such they 
are useful inputs to prudent budgetary and policy planning. 


2. The Background of Recent Economic Developments 
1981-1984 


International Economic Developments 


The 1981-1982 recession was very traumatic for the world economy. The 
international economic situation deteriorated sharply in 1981 as inflation soared 
and interest rates reached record levels. Within the 1981-1982 period, all but two 
of the seven major countries in the Organization for Economic Cooperation and 
Development (OECD) experienced declines in real output while the exceptions, 
Japan and France, witnessed a significant slowing in their real growth rates. The 
impact on real output in the OECD area during this period was the sharpest that 
has been experienced in the past two decades. 


The steep upward movement in interest rates during the 1981-1982 period 
reflected the widespread adoption of restrictive monetary policies to deal with the 
inflationary pressures that emerged in the 1970s and which were exacerbated by 
the impact of the second international oil price shock in 1979. Towards the end of 
1982 the rate of inflation dropped substantially, and both nominal and real 
interest rates declined as well. This combination of declining inflation and 
declining interest rates was a key factor in strengthening consumer demand and in 
setting the stage for the recovery in economic activity that began in early 1983. 
Real growth averaged 2.8 per cent in the seven major OECD countries during 
1983, with North America recording the greatest improvement. 


In 1984, the major industrial countries experienced the strongest real growth since 
1976. Real output for the seven major OECD countries, as a group, is estimated to 
have increased 5 per cent in 1984. Within the OECD area, however, there was a 
considerable range of performance. The United States, Canada, Japan and 
Australia showed the strongest rates of output growth, while European growth 
continued to be sluggish. 


Reflecting the strength in real output growth, employment rose strongly for the 
OECD area as a whole in 1984. However, the employment gains were spread 
unevenly among countries, and unemployment levels remained high or increased 
in many countries. Employment growth was relatively strong in the United States, 
Canada and Japan, leading to further declines in the unemployment rate, while in 
Europe, flat to negative rates of employment growth, combined with moderate 
labour force growth, resulted in unemployment rates reaching new highs. 


Table | 


Recent Economic Developments in the OECD Countries 


Average’? Average’ Recession5") Recovery 
1966-1973 1974-1980 1981-1982 1983-1984 


(per cent) 
Growth in real GNP/GDP*? 


United States 3.6 2.4 0.2 313 
Japan 9.8 3.8 Be, 4.4 
Germany 4.1 2.4 -0.7 2.0 
France 3.2) 2.8 1.1 fe 
United Kingdom 3.2 0.9 0.5 2.6 
Italy 5.4 2.8 0.2 0.4 
Canada S)5) BS) -0.6 3.8 
Seven major countries 4.7 P28) 0.8 39 
OECD Europe 4.6 Ds 0.3 3.8 
Total OECD 4.7 25) 0.8 1.9 
Employment’? 
United States BP) 23) 0.1 2.8 
Japan ies} 0.7 0.9 iNet 
Germany -0.1 0.3 -1.3 -1.0 
France 0.8 ().2 -0.4 -0.9 
United Kingdom -0.1 0.0 -2.5 0.3 
Italy -0.2 1.1 0.1 0.1 
Canada 29 2.9 -0.3 1.6 
Seven major countries Te. ial -0.2 1.2 
OECD Europe 0.3 0.2 -0.6 -0.3 
Total OECD 1.1 1.0 -0.1 1.0 
Unemployment rate (level)? 
United States 4.5 6.8 8.7 8.6 
Japan 2 1.9 IES} Ped 
Germany 1.0 35) Sel 8.3 
France 2.4 4.8 Ul 8.8 
United Kingdom 2.4 4.7 10.3 11.6 
Italy 5.6 6.7 8.9 9.9 
Canada 5.1 U2 9.3 le 
Seven major countries eal Sal ee 7.9 
OECD Europe 3.4 ail 8.9 10.8 
Total OECD 3.4 5.4 ell 8.8 
Consumer price inflation 
United States 4.4 93 8.3 3.8 
Japan 6.2 9.8 3.8 2.1 
Germany sh) 4.8 5.8 2.9 
France 5.1 11.1 12.6 8.5 
United Kingdom 6.1 16.0 10.3 4.8 
Italy 4.5 16.8 la2 a7 
Canada 43 9.4 LN Ns7/ Dal 
Seven major countries 4.9 9.8 8.5 4.4 
OECD Europe Se 11.8 Ht} s3) 8.0 
Total OECD 49 10.4 9.2 5.3 
Productivity!) 
United States 1.6 0.1 0.1 PUS) 
Japan 8.3 3h 2a 33 
Germany 4.3 Pdf 0.7 Sal 
France 4.7 2.6 1.4 2.1 
United Kingdom Be 0.8 Srl 2.3 
Italy 5.6 1.8 0.2 0.9 
Canada 2.6 0.0 -0.4 Dee 
Seven major countries 3.6 1.4 0.9 Pu 
OECD Europe 4.4 72,4 1.0 Lie 
Total OECD 3.7 In 0.8 2.8 


‘) GNP numbers are reported for the United States, Japan, Germany and Canada, while gross domestic product (GDP) numbers are 
reported for France, the United Kingdom and Italy. 

‘) Unemployment rates are on the basis of national definitions. 

‘) Averages are calculated using weights based on the GNP or GDP respective shares in 1982. 

‘) Early period average is over the 1967-1973 period for the seven major countries. 

‘S) Measured as the average of the annual growth rates. 

As the precise dating of the recession varied somewhat across the G-7 countries, the 1981-1982 average in some cases obscures the peak- 

to-trough declines in real GNP/GDP. For the G-7 countries, the peak-to-trough movements in real GNP/GDP were: United States, -2.8 

per cent; Germany, -1.4 per cent; United Kingdom, -2.4 per cent; Italy, -3.5 per cent; and Canada, -6.6 per cent. 

‘) Estimate; GNP/GDP final figures for 1984 for a number of OECD countries are not yet available. 

Source: OECD, Economic Outlook, December 1984, Main Economic Indicators, updated in certain cases with more recent information, 

and National Accounts, vol. 11, 1984; Statistics Canada, National Income and Expenditure Accounts, quarterly, cat. 13-001; The Labour 

Force, monthly, cat. 71-001, and Consumer Prices and Price Indexes, quarterly, 

cat. 62-010; U.S. Department of Commerce, Survey of Current Business, and U.S. Department of Labour, Monthly 

Labour Review. 


Since the beginning of the 1980s the sharp decline in real growth in the OECD 
countries, and the continued anti-inflationary stance of macroeconomic policies 

in general, have significantly lowered inflation to the 4- to 5-per-cent range from 
the double digit rates that were common only a few years ago. For example, the 
increase in consumer prices in the seven major OECD countries fell to under 4 per 
cent in 1984, down from 12 per cent in 1980. Although inflation rates still diverge 
significantly among countries, this is an area where all major OECD countries 
have made substantial progress. 


The United States’ recovery from the 1981-1982 recession has been its strongest 
cyclical recovery in the postwar period. From early 1983 until the end of 1984, 
real output grew at an average annual rate of about 6 per cent. Strength in 
business investment has been particularly evident. Factors such as the steep 
decline in nominal interest rates in the second half of 1982, declining oil prices, 
generally low inflation and an atypically strong recovery in business investment 
contributed to the robustness of the U.S. recovery. The U.S. recovery was also 
nurtured in the short run by a combination of large tax cuts and stepped-up 
defence spending. 


However, the interaction between a stimulative fiscal policy and predominantly 
restrictive monetary policy in the United States throughout the recovery has 
resulted in high levels of real interest rates both in the United States and 
internationally. A welcome development in late 1984 and through the early part of 
1985 has been the moderate easing on balance in U.S. short-term interest rates. 
This development largely reversed the rise in rates that had occurred from early in 
1983 up to the middle of last year, and appears to be related to the slackening in 
the pace of real output growth in the U.S. since mid-1984. Despite this recent 
downward movement in U.S. interest rates, however, interest rates continue to 
exhibit a substantial degree of volatility and real yields still remain very high 
compared to the levels which prevailed from the 1950s through the 1970s. 


The U.S. dollar has strengthened substantially during the 1980s. For example, 
from mid-1980 to May of this year, the U.S. dollar has risen 134 per cent against 
the French franc, 93 per cent against the British pound, 79 per cent against the 
Deutschemark, 19 per cent against the Canadian dollar and 15 per cent against 
the Japanese yen. The resulting loss in U.S. competitiveness has contributed to 
large and still rising deficits in the U.S. trade account. The deteriorating U.S. 
trade position has been exacerbated by the more rapid recovery of demand in the 
United States, compared to its trading partners. This stimulated U.S. demand for 
imports while foreign demand for U.S. exports remained very weak. In 1984, the 
U.S. current account deficit reached $101.7 billion (U.S.), or almost 2.8 per cent 
of GNP. This deficit has been financed by massive capital flows into the United 
States, generated by high U.S. interest rates and a relatively buoyant US. 
recovery, with the result that the U.S. recently became a net debtor nation. 


Since mid-1984, the U.S. expansion appears to have slowed to a more sustainable 
pace, with enhanced prospects for consolidating inflation gains. However, the 
growing imbalances in the U.S. federal budget and current account positions, 
continued high real interest rates and growing trade tensions pose serious risks to 


the continuation of the strength of the U.S. expansion. Clearly, the manner in 
which these risks are dealt with will significantly influence the international 
economic outlook, particularly in 1986 and beyond. 


Canada in Recession and Recovery 


In mid-1981, in concert with international economic developments, real output 
began to decline steeply in Canada. The ensuing recession was particularly severe, 
in terms of both its depth and its duration. The 1981-1982 recession, which lasted 
18 months, was about twice as long as the average postwar recession. Real output 
declined by about 6 1/2 per cent from mid-1981 to the end of 1982. In sharp 
contrast, in the five previous postwar recessions Canada experienced an average 
decline in output of only about | per cent. Furthermore, for the first time since 
1953, both real output and employment declined simultaneously during a 
recession. Employment fell 5.0 per cent between August 1981 and December 
1982, leaving an unemployment rate of 12.9 per cent at the end of 1982 compared 
with about 7 per cent just prior to the recession. 


As the recession lengthened and deepened, inflationary pressures began to 
moderate substantially. Price and wage increases peaked in the second half of 
1981 and then began to decline quite rapidly. From a peak of just under 13 per 
cent in mid-1981, the rate of increase in the CPI dropped below 10 per cent by the 
end of 1982. Similarly on the wage side, newly negotiated non-COLA wage 
settlements (contracts not incorporating cost of living adjustments) fell from 
almost 14 per cent at the end of 1981 to just over 7 per cent at the end of 1982. 


The decline in nominal interest rates and inflation in the second half of 1982 
helped set the stage for a revival of consumer spending and the beginning of the 
economic recovery. The increases in real output and employment and the decline 
in the unemployment rate over the first two years of the current recovery were 
larger than the typical Canadian experience in postwar recoveries. Despite this 
favourable performance, the Canadian economy continues to suffer from the 
legacy of the exceptional severity of the 1981-1982 recession. One indication of this 
is that the current unemployment rate, at just under 11 per cent, is more than 

4 percentage points above the average level for the decade of the 1970s. 


Although the 1983-1984 recovery was stronger than Canada’s average previous 
experience in terms of overall economic growth, it was in general less balanced and 
was particularly dependent upon the strength of inventory rebuilding and exports. 
The inventory change reflected a partial rebuilding of the record run-off of stocks 
which occurred during the recession. On the trade side, exports rose substantially 
in response to a number of factors: the strength of the economic recovery in the 
United States, the strong pick-up in U.S. demand for large automobiles imported 
from Canada, continued growth in exports of high technology goods, and an 
improvement in Canada’s competitive position. While nominal imports also 
expanded strongly through the recovery, increasing nearly 26 per cent in 1984 
alone, and despite the continuing substantial deficit on non-merchandise 
transactions, Canada’s current account surplus reached $2.0 billion (Cdn.) 

in 1984. 


Table 2 


Canada’s Cyclical Experience: 
Recessions and Recoveries‘) 1953-1984 


Average Average 
of past 1981-1982 of past 1983-1984 
5 recessions recession 5 recoveries® recovery 


(percentage change unless otherwise specified) 


Real gross national expenditure -1.1 -6.6 oY bie) 
Consumer expenditure 1.8 -2.7 ye) 8.2 
Residential construction -8.7 -23.6 14.0 12.6 
Government expenditure 2.6 2.9 a, 4.0 
Business fixed investment -2.4 -13.2 6.2 -8.6 

Non-residential construction eo) -11.0 6.6 -14.3 
Machinery and equipment -6.8 -15.1 6.8 -3.2 
Final domestic demand 0.8 -4.3 8.8 5.0 
Inventory change -1,078 -5,720 -695 4,912 
Total domestic demand -1.1 -8.3 8.9 9.0 
Net exports” -37 35396 682 2,044 
Exports -4.1 -8.4 12.2 36.8 
Imports -5.1 -16.6 10.5 30.3 

Labour market 
Labour force 228 fel 3.9 3.9 
Participation rate® 0.1 -0.7 0.0 0.9 
Employment 0.5 -5.0 Spe) ee) 
Unemployment rate 1.6 5.6 0.0 -1.6 

Costs and prices 
Average compensation -1.6 -4.5 les 4,3 
Productivity -3.8 —1.9 Shull 1.9 
Unit labour costs 2.4 -2.4 -2.0 -6.3 
Consumer price index 0.8 -3.0 -0.8 -6.0 

Incomes 
Profit before taxes -11.1 ~36.3 14.2 7919 
Personal disposable income 3:3 13:5 20.3 1323 
Real personal disposable 

income 1.4 -2,.2 9.9 4.8 

Key ratios 
Profit share of GNP® -1.6 -4,3 -0.8 33 
Labour share of GNP® 1.6 0.4 0.1 -1.9 
Personal savings rate? ~0.5 0.8 0.0 [9 


( 


The exact datings of the six postwar recessions were: third quarter in 1953; first quarter in 1957; second 
quarter in 1960; second quarter in 1974; second quarter in 1980; and third quarter in 1981. The six post- 
war recoveries were: third quarter in 1954; first quarter in 1958; second quarter in 1961; second quarter in 
1975; third quarter in 1980; and the first quarter in 1983. 

2) Millions of 1971 dollars. 

3) Change in percentage rate or share. 

‘4) Year-over-year percentage change. 

‘S) Measured over the first eight quarters of recovery. 


Source: Statistics Canada, National Income and Expenditure Accounts, quarterly, cat. 13-001; The Labour 
Force, monthly, cat. 71-001; The Consumer Price Index, monthly, cat. 62-001; Industry Price Indexes, 
monthly, cat. 62-011; Labour Canada, Major Wage Settlements, quarterly; and the Department of Finance. 


Table 3 


Canada’s Recent Economic Performance: 
Key Indicators 


Average Average 
1971-1980 1981-1982 1983 1984 


(percentage change unless otherwise specified) 


Real gross national expenditure 4.1 -0.6 a8 4.7 
Consumer expenditure 4.7 0.2 Sal 3.4 
Business fixed investment 6.0 -0.7 -12.4 0.5 
Net exports‘? ~3,409 —1,802 ~540 868 

Labour market 
Labour force 3.3) led 1-9 1.8 
Employment 335 -0.3 0.8 : 
Unemployment rate 6.8 93 11.9 11.3 

Costs, prices and incomes 
Average compensation 10.3 eS 4.6 3.6 
Productivity 1.0 -0.4 2.4 2.1 
Unit labour costs 9.2 11.9 2.1 1.4 
Consumer price index 8.0 ley 5.8 4.4 
Personal disposable income 14.0 13.3 5.5 6.8 
Real personal disposable income 5.6 1.8 -0.3 Des 

Other key indicators 
Profit before taxes 17.2 -24.3 54.8 PANS 
Capacity utilization?) 87.1 Ps 29 TWAS: 
Debt/equity ratio'24 0.71 0.91 0.86 0.80 
Interest burden? 27.8 54.8 50.7 44.1 
90-day commercial paper rate 

Nominal 8.6 16.3 9.5 le 
Real” 0.6 4.6 3h7/ 6.8 


Exchange rate 
vis-a-vis U.S. dollar (Cdn. dollars 


per U.S. dollar) 1.053 1.216 1.232 1.295 
vis-a-vis G-10 currencies‘? 94.2 81.3 82.1 79.3 
Budget balances (national accounts basis, 
$ billion) 
Federal government 4.4 -13.1 -24.1 -29.6 
Provincial-local-hospitals -0.5 -2.1 -3.4 -0.8 
Total government (including 
CPP/ QPP) -2.9 -11.7 -24.3 -26.9 


‘) Millions of 1971 dollars. 

‘) Per cent or per cent share. 

‘) Total non-farm goods-producing industries; Bank of Canada, Review, various issues. 

‘) Average over 1977-1980. 

‘5’ Debt includes both short- and long-term borrowings, while equity includes shareholder equity and retained earnings. 
Ratios are calculated for the fourth quarter of each year. 

‘6 Defined as interest payments on short- and long-term debt divided by net income adjusted to include interest payments. 


‘? Real interest rates are defined as the nominal rates minus the percentage changes in the consumer price index. 
‘) 1971 = 100 


Source: Statistics Canada, National Income and Expenditure Accounts, quarterly, cat. 13-001; The Labour Force, 
monthly, cat. 71-001; The Consumer Price Index, monthly, cat. 62-001; Industrial Corporations Financial Statistics, 
quarterly, cat. 61-003; Labour Canada, Major Wage Settlements, quarterly; Bank of Canada, Review, monthly; and the 
Department of Finance. 


The Canadian inflation performance has continued the improvements begun 
during the recession. From the peak increase in the CPI of nearly 13 per cent in 
1981, the rate fell to 5.8 per cent in 1983 on an annual average basis, and to 

4.4 per cent on average in 1984. Wage rate increases have shown similar 
moderation over the recovery. In recent months both inflation and wages have 
been increasing at annual rates of less than 4 per cent. The unemployment rate 
has declined from a peak of 12.9 per cent in December 1982 to recent rates of near 
11 per cent, as employment growth of 7.3 per cent from December 1982 to April 
1985 outpaced a 4.9-per-cent increase in the size of the labour force. 


In the first two years of the recovery, final domestic demand, which excludes both 
inventories and foreign trade, increased at a pace which was about half that of real 
GNP growth. This contrasts with the average experience in other postwar 
recoveries in which the growth in real GNP and final domestic demand was very 
similar. The slow rise in final domestic demand was largely attributable to the 
substantial decline in business fixed investment which occurred during the past 
two years despite the recovery. Indeed, investment in real terms at the end of 1984 
was almost 21 per cent lower than the pre-recession level. 


The exceptional weakness of investment in Canada, both during the recession and 
over 1983 and 1984, was due to a number of factors. Principal among these were: 
large amounts of excess capacity, the weak financial position of Canadian 
corporations, high levels of real interest rates, the fall-off in energy investment, 
and weak primary product prices in many resource sectors. Excess capacity 
initially resulted from the pre-recession investment boom, a problem compounded 
by the large decline in real output during the recession. As a result, the capacity 
utilization rate reached an unprecedented low of about 67 1/2 per cent in the 
fourth quarter of 1982, and by the end of 1984 stood at only 78 1/2 per cent, a 
level generally associated with the troughs of previous postwar cycles. 


A second factor contributing to Canada’s weak investment performance in recent 
years was the severe deterioration of the financial health of the Canadian 
corporate sector during the recession. To finance the pre-recession investment 
boom, firms had relied much more heavily than usual on external debt in contrast 
to equity financing. Most of this borrowing was in the form of short-term or 
floating-rate debt. As interest rates reached record levels, the large accumulation 
of external debt led to substantial increases in interest payments, so that an 
increasing proportion of revenues had to be used to meet interest costs. The 
decline in profits during the recession worsened the corporate liquidity position 
even further. With low rates of capacity utilization continuing through the early 
stages of the recovery, corporations tended to use funds to rebuild their financial 
positions rather than for investment. Nevertheless, by the end of the second year 
of the recovery, the key financial ratios for the Canadian corporate sector were 
still significantly worse than pre-recession levels, and the pre-recession levels 
themselves reflected nearly a decade of deterioration. Thus, further improvements 
in the financial health of the Canadian corporate sector will be necessary to re- 
establish a capital base adequate to support sustained and vigorous business 
investment spending and economic growth in Canada. 
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A third factor in explaining the weakness in total investment was uncertainty in 
the energy sector. This was due primarily to reduced investment by electric 
utilities as the result of substantial downward revisions to long-term electrical 
energy demand projections by the provincial utilities. In the oil and gas sector, 
reduced investment was related to weak markets for natural gas, declining world 
oil prices and uncertainty over domestic energy policy. Finally, primary product 
prices in many resource sectors have been atypically weak in the current recovery. 


For the recovery to become more balanced, a strengthening in investment 
spending is required. Non-energy investment registered a turnaround in 1984 that 
appears to be related to a number of important developments which offer the 
prospect of better performance to come. Corporate operating positions have 
improved significantly: nominal before-tax corporate profits surpassed pre- 
recession peaks in the first quarter of 1984; debt/equity and interest coverage 
ratios of Canadian corporations have shown some improvement; and productivity 
has rebounded. The Western Energy Accord should provide the impetus for 
significant increases in investment in the petroleum sector. In other sectors, 
although overall capacity utilization rates continue to run at less-than-satisfactory 
levels, full capacity has been reached in a number of key export industries, in 
particular in the automotive and wood industries. To buttress this more optimistic 
view of Canada’s investment prospects, the recent Private and Public Investment 
Intentions Survey forecast an increase of 8.2 per cent in nominal business non- 
residential investment in 1985 which, if realized, would represent an important 
improvement from the 1.9-per-cent increase recorded in 1984. 


3. Prospects for 1985 and 1986 


Major External Assumptions 


As with any economy with a large traded-goods sector and integrated capital 
markets, Canada’s economic prospects tend to be heavily influenced by 
developments in other countries. This section reviews the assumptions made for 
economic growth, inflation, financial developments and energy prices in the 
United States and elsewhere. Key external economic indicators are shown 

in Table 4. 


Canada’s trade sector accounted for a significant portion of the economic growth 
that occurred in 1984, and much of this stimulus came from increased Canadian 
exports to the United States. Indeed, exports to the United States played a major 
role in determining the strength of real growth in 1984 in most OECD countries, 
and U.S. growth prospects will continue to influence strongly the short-term 
prospects for Canada and other countries. On an average annual basis, real growth 
in the United States was 6.8 per cent in 1984, but much of the increase in real 
GNP was concentrated in the first half of the year. Over the last two quarters of 
1984 and the first quarter of 1985, U.S. real growth averaged only 2.6 per cent at 
an annual rate. The short-term Canadian outlook is based on the assumption that 
real GNP growth in the United States will be 3.5 per cent on an average annual 
basis in 1985, or 2.7 per cent from the fourth quarter of 1984 to the fourth quarter 
of 1985. 


In 1986 the United States economy is expected to experience a further slowdown 
in growth to about a 2-per-cent average pace as investment expansion moderates 
and consumption weakens. Much of the expected slowdown in growth follows from 
the assumption that real rates of interest will continue to be high. In 1984, short- 
term real interest rates (measured as the difference between nominal interest rates 
and the percentage change in the consumer price index) averaged nearly 6 1/2 per 
cent and, on the same basis, long-term real corporate bond rates averaged about 

9 per cent. Both nominal and real rates of interest in the United States are 
expected to remain near first quarter levels on average over the remainder of this 
year, and only moderate further declines are anticipated on average in 1986. 
These levels of real rates of interest, which are more than double the normal 
historical experience, will not likely accommodate strong, sustained growth for an 
extended period. 


Forecasting levels of international interest rates is fraught with great uncertainty. 
In the short term, the strength of the U.S. dollar on world markets, the perceived 
strength in the U.S. economy, the evolution of the U.S. current account picture 
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and the degree of progress that is achieved in reducing the U.S. federal 
government deficit can all substantially affect the outlook for U.S. interest rates. 
In establishing these U.S. interest rate assumptions, the specific numbers chosen 
have been heavily influenced by actual experience to date through 1985 and by the 
views of U.S. forecasters, both public and private. 


The international outlook for inflation in 1985 is one of continued moderation. 
This reflects the persistence of excess capacity in plant and equipment, continuing 
slack in labour markets, and favourable anticipated world price developments for 
food and oil. The rate of inflation in the United States dropped to 3.2 per cent in 
1983, the best performance since 1967, and rose somewhat to 4.3 per cent in 1984. 
Continued moderate inflation is predicted over the forecast period as the U.S. 
inflation rate is expected to be about 4 per cent in 1985 and then rise to about 

4 1/2 per cent in 1986 in response to an assumed depreciation of the U.S. dollar on 
a trade-weighted basis. 


Japan and the OECD European countries are expected to continue their respective 
paces of economic expansion recorded in 1984. For Japan real GNP growth is 
expected to be about 5 per cent in 1985 and 4 1/2 per cent in 1986. Growth in 
Europe, which has been much weaker, is assumed to be near 2 1/2 per cent in 1985 
and 1986. The rate of increase of consumer prices is forecast to be about 2 1/4 per 
cent per year in Japan and in the range of 6 1/4 to 6 3/4 per cent on a weighted 
average basis for the OECD European countries over the balance of this year 

and next. 


Table 4 
Major External Assumptions 


1984 1985 1986 


(per cent change unless 
otherwise indicated) 


United States 


GNE value 10.8 7.4 6.2 

price 3.8 3.8 4.2 

volume 6.8 oS 2.0 
Consumer price index 4.3 4.0 4.4 
Unemployment rate (level) Es: 7.4 7.8 

OECD 

Japanese GNP Dar 5.0 4.5 
European GDP/GNP 25) 2.4 Paks) 


Source: OECD, Economic Outlook; and the Department of Finance. 


In an environment of price decontrol for Canadian oil and gas, the future 
evolution of the international oil price is an important factor. Due to the 
continuing weakness in world oil markets it is assumed that the average price of 
Canadian oil imports in U.S. dollars will decline a further $1.00 by the end of 
1985 and remain at this level until the end of 1987. Thereafter, world energy 
prices are assumed to remain constant in real terms through to the end of 

the decade. 


Main Economic Indicators 


A summary of the short-term outlook for the main Canadian economic aggregates 
is provided in Table 5. In brief, the outlook for 1985 and 1986 is for sustained but 
moderate real economic growth, with some declines in the unemployment rate and 
interest rates, and stable inflation. 


Real output is expected to increase 3.1 per cent in 1985 on an average annual 
basis. In 1986, real GNP growth is forecast to slow to a 2.4-per-cent pace as 
consumption weakens due to continuing high world interest rates and as export 
growth slows due to slower growth in the U.S. economy. Strong business non- 
residential investment expenditures should partially offset the weaker consumption 
and trade picture. 


Employment is expected to increase 2.1 per cent in each of 1985 and i986, in part 
bolstered by the measures in the budget. This employment growth implies a total 
increase in employment from the end of 1984 to the end of 1986 of 471,000 jobs. 
However, as the labour force is expected to grow strongly, by about | 3/4 per cent 
in each of 1985 and 1986, the scope for sizeable declines in the unemployment rate 
is limited. The unemployment rate is anticipated to fall to 10.3 per cent by the end 
of 1986. 


Inflation is expected to remain fairly stable at about 4 per cent in each of 1985 
and 1986. Price increases will be constrained by the persistence of excess capacity 
in the economy over these years, favourable developments in international food 
and oil markets, and the recent strong productivity performance combined with 
moderate wage settlements. Average wage rate increases are expected to be in the 
same range as inflation, so that little change is expected in real labour income 

per employee. 


In the November 8, 1984 Economic Statement it was assumed that nominal! short- 
term interest rates would decline from the then prevailing levels of near 12 per 
cent to about 10 1/2 per cent in 1985. Recent developments in financial markets 
indicate that this forecast should likely be realized. A further small interest rate 
decline to an average level of 10 per cent is assumed for 1986. Considerable risk is 
of course attached to interest rate forecasts and for this reason a view of only 
moderate changes in short-term interest rates from current levels has been 
adopted. This provides a prudent basis for budget planning and is consistent with 
the views of many private sector forecasters. 
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Table 5 


Short-Term Economic Outlook: 
Main Economic Indicators, 1985-1986 


Expenditure (volumes) 

GNP 

Consumer expenditure 

Residential investment 

Business non-residential investment 
Machinery and equipment 
Non-residential construction 

Government expenditure 

Final domestic demand 

Exports 

Imports 
Net exports (billions of dollars) 

Inventory change (billions of dollars) 


Prices and costs 
Consumer price index 
GNE deflator 
Average wage rate 


Labour market 
Labour force 
Employment 
Productivity 
Unemployment rate (year-end level) 


Incomes 
Personal income 
Corporate profits 
Personal savings rate (level) 


Financial market 90-day 
Commercial paper rate (level) 
Nominal 
Real) 


1984 1985 1986 


(per cent change unless 
otherwise indicated) 


4.7 Onl 2.4 
3.4 oe) ell 
-3.8 iD 10.7 
0.5 4.6 6.4 
Bie] 6.0 6.9 
-2.6 3:0 De) 
3.4 OF ial 
Deh 29 De, 91 
18) 4.6 ol 
L535 4.7 Se) 
0.9 0.9 0.8 
0.6 1.0 ee) 
4.4 4.1 4.2 
3.0 3.6 4.5 
OW) 4.0 4.0 
1.8 LW 1.8 
aS 21 al 
oe IO 0.2 
Lie 10.7 10.3 
7.0 6.8 oe) 
7a Vee 1231 15.8 
12.8 ret 103 
| ee 10.5 10.0 
6.8 6.4 a8 


‘) Real interest rates are defined as the nominal rates minus the percentage change in the 


consumer price index. 


Large declines in real interest rates to more normal historical levels are of course 
possible, and indeed are projected by several forecasting groups. Such a decline in 
interest rates over the medium term was assumed in the November Economic 
Statement, based on the view that substantial and credible deficit reduction in the 
United States would be implemented by 1986. While still possible, the outlook for 
strong fiscal action this year in the United States has become increasingly 
uncertain, and it would not now be judicious to base the 1986 economic and fiscal 
outlooks on the assumption of substantial deficit reduction and sharply lower 
interest rates in the United States. 


Structure of Aggregate Demand 


Chart | shows the projected sources of growth of real GNP over the 1984-1986 
period. The average historical shares of the main sources of aggregate demand — 
consumption, investment, housing, government expenditures, inventories and net 
exports — are also shown as a point of reference. Over an extended period it would 
be expected that each output category would provide a contribution to total 
growth roughly equivalent to its share of output. Over shorter periods, however, 
the sources of growth of individual output categories can diverge significantly 
from average shares. An overview of the sources of growth over the 1984-1986 
period helps to identify the strengths and the potential imbalances in the Canadian 
economy. 


In 1985 consumption is expected to be an important source of growth. Much of 
the consumption stimulus is associated with relatively strong employment growth 
and a decline from the recent high levels of the personal savings rate. In 1986 
some slowing in consumption growth is expected, in response to continuing high 
real interest rates and some adjustment responses to the large buildup in the stock 
of durables in 1984 and 1985. 


Private business fixed investment is expected to grow quite strongly in 1985 and 
1986 despite the high levels of real interest rates. The forecast of strong 
investment in 1985 is supported by the recent Private and Public Investment 
Intentions Survey by Statistics Canada which suggests an increase in business 
non-residential investment in constant dollars of around 4 to 4 1/2 per cent in 
1985. Part of the investment growth is related to the need to increase productive 
capacity in certain exporting industries such as the transportation equipment 
industry and wood industries which are operating at very high levels of capacity 
utilization. Since the trough of the 1981-1982 recession there has been a 
significant rebound in corporate cash flow, as evident in the expansion of 
corporate profits. The impacts on energy investment of the Western Energy 
Accord are also expected to be substantial. 


Housing activity has been very weak by historical norms for several years. This 
situation is not expected to be reversed over the 1985-1986 period although some 
improvement is expected. Housing starts are forecast to rebound from 135,000 in 
1984 to 152,000 in 1985 and 172,000 in 1986. 


Sources of Real GNP Growth: 


The Short-Term Outlook 


Chart 1 
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After increases of 19.7 per cent and 15.5 per cent in real exports and imports, 
respectively, in 1984, more moderate gains are expected in the trade sector over 
the forecast horizon. The net trade balance in constant dollars is expected to rise 
slightly in 1985 and then decline somewhat in 1986 as U.S. demand slows and 
Canadian demand for imported machinery and equipment picks up. 
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4. Medium-Term Prospects, 1987-1990 


Risks and Uncertainties 


A medium-term projection is not a forecast; at best it represents a view of possible 
economic outcomes that are consistent with the economic and policy assumptions 
embedded in it. Different, but perhaps equally plausible assumptions, can lead to 
quite different economic projections. The medium-term projection presented with 
the November Economic Statement was developed on the basis of strong 
assumptions about the importance and possible evolution of international interest 
rates. The basic economic propositions underlying the November medium-term 
projection were that lower real interest rates are essential to the achievement of 
satisfactory economic performance over the medium term, and that continued 
progress in restraining inflation and restoring fiscal balance are the chief elements 
required to bring about this necessary reduction in real interest rates. 


The importance of real interest rates in achieving sustained, satisfactory economic 
performance can hardly be over-emphasized. Historically, potential or near 
potential rates of real output growth over prolonged periods have tended to be 
associated with levels of short-term real interest rates in the range of 2 to 3 1/2 per 
cent. Real interest rates below that range have often been related to excessive 
monetary ease and have tended to produce strong growth in real economic activity 
initially but accelerating inflation and economic stagnation later on. Real rates 
above this range for prolonged periods will tend to choke off interest-sensitive 
private sector spending, such as capital formation and consumer durable 
expenditure, and increase the risks of periods of low real economic growth. Thus, 
the failure of real interest rates to fall closer to historical levels over the medium 
term could result in lacklustre real economic growth, continued high and 
unsatisfactory unemployment rates and substantial upward pressure on debt 
servicing costs and the deficit. 


At present, the prospects for real interest rates are uncertain even over the near 
term. Beyond 1986, this uncertainty increases enormously. The actual behaviour 
of real interest rates will be heavily influenced by government policy decisions, 
both in Canada and abroad. The precise nature and timing of policy decisions 
made in other countries, and their impact on interest rates, cannot be 
confidently predicted. 


Major Economic Assumptions 


The course of policy action in the United States will significantly influence the 
outlook for interest rates, not only for the United States but in Canada and 
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Unless fundamental economic factors support such differences, exchange rate 
pressures will tend to force them to abandon any such efforts. 


Given the basic similarity of the Canadian and U.S. economies, and our strong 
trade links, the interdependence of Canadian and U.S. capital markets means that 
US. interest rates will inevitably have a strong influence on Canadian interest 
rates. Consequently, U.S. monetary and fiscal policies will have an important role 
in shaping, in a general way, Canada’s economic prospects. This is particularly 
true in the short run and is also the case, to varying degrees, for most countries in 
the world. 


But while the facts of our economic relationship with the United States must be 
acknowledged, it would be misleading and irresponsible to assert that Canada’s 
interest rates or economic prospects are solely determined by actions in the United 
States. While interest rates in the United States do influence Canadian interest 
rates, over the postwar period we have experienced periods where Canadian 
interest rates have been lower than U.S. rates as well as periods where they have 
been significantly higher. Interest rate differentials over the 1956-1984 period are 
shown in Chart 2 and it is apparent that substantial movements in the differentials 
are possible; economic conditions in Canada can have an impact on Canadian 
interest rates. 


Just as a business must plan in an uncertain economic environment when making 
long-term decisions concerning investment, product development, basic research, 
etc., so must the Government of Canada take account of likely international 
developments in formulating its economic and fiscal policies. Deficit reduction, 
particularly in the United States but also in Canada and elsewhere, is generally 
viewed as essential for western industrialized economies to reduce real interest 
rates to the levels that will allow sustained economic growth. At the present time 
there is a high degree of uncertainty as to whether or not the United States will be 
able to achieve a reduction in the U.S. federal deficit sufficient to create the 
conditions that would allow for sustained economic growth over the medium term. 


To reflect this uncertainty, three medium-term projections have been developed 
which differ in the degree.to which necessary policy adjustments are assumed to 
be adopted in the United States over the medium term. The three scenarios are: 


e A favourable international policy environment case which is similar to the 
November medium-term projection. Substantial and credible U:S. deficit 
reduction is assumed, and the Federal Reserve Board is assumed to respond 
by allowing a lowering of short-term real interest rates towards more normal 
historical levels. This is a strong policy action case, with relatively high real 
output growth over the medium term. 


e A mid-range international policy environment case which can be characterized as 
moderate but sustained real growth. It assumes moderate U.S. deficit 
reduction and a Federal Reserve Board monetary policy aimed at maintaining 
at least moderate real growth. 
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e An unfavourable international policy environment case which is similar in 
principle to the alternative projection referred to in the November Agenda 
paper. It incorporates little U.S. deficit reduction, has high levels of real 
interest rates, and low real growth. This is essentially a “no policy action” 
case, with low real output growth over a sustained period. 


These alternative projections” represent a range of possible outcomes. They are 
not forecasts in a “‘best guess” sense, but rather form the basis for prudent longer- 
term budgetary and policy planning by the Government of Canada. 


Alternative Canadian Medium-Term Projections 
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Canadian medium-term projections consistent with the three international 
economic scenarios are set out in Chart 3. The three Canadian medium-term 
projections are not targets; in each scenario, policy initiatives previously 
introduced and announced in the budget will go a long way towards creating an 
economic framework that should allow us to do better. Nevertheless, in each case, 
prudent planning suggests using a conservative estimate of Canada’s room 

to manoeuvre. 


The favourable international policy environment case indicates that, with strong policy 
action in the United States, Canada would stand a good chance of realizing above- 
potential growth of about 3 1/2 per cent, an improved inflation performance, gains 
in real wages and an unemployment rate which falls to 7 3/4 per cent by 1990. 


The mid-range international policy environment case presents both opportunities and 
risks for Canada. Short-term real interest rates, at about 5 per cent on average 
over the period, remain well above historical norms. Consequently, average real 
economic growth of about 3 per cent would be sufficient to provide only a 
moderate decline in the unemployment rate over the period; by 1990 the 
unemployment rate would still be 8 1/2 per cent. 


The unfavourable international policy environment case represents very unsatisfactory 
economic performance. Real interest rates, at about 6 per cent, average only 
slightly below current levels through to 1990. As a consequence, real output 
increases by an average of only about 2 1/4 per cent over the period and the 
unemployment rate remains very high, standing at 10 per cent in 1990. 


The purpose of this section has been to present medium-term projections to 1990 
that bracket the possible range of economic environments that Canada may face. 


“) The International Monetary Fund has adopted a similar approach in providing a background paper for the 
discussion of medium-term policy issues. The IMF recently published three medium-term scenarios (World 
Economic Outlook, April, 1985) that are differentiated mainly by the extent of federal deficit reduction in the 
United States over the medium term. The baseline, or mid-range, IMF scenario assumes moderate deficit 
reduction in the U.S. and abroad; the “better policies” IMF scenario assumes strong deficit reduction in the 
U.S. and Canada; and, the “worst policies” IMF scenario assumes no measures to correct fiscal imbalances in 
the United States, Canada, France, or Italy. 


HM Mid-Range International Environment 
6883 Unfavourable International Environment 


Medium-Term Canadian Economic Scenarios 
Favourable International Environment 


Chart 3 
1987-1990 
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medium-term trends in government deficits, mainly in the United States but also 
12 


policies in the industrialized countries: with aggressive actions to reduce current 
in Canada, Italy and France, medium-term prospects can be made quite 


The principal international uncertainties over the medium term relate to fiscal 


favourable; on the other hand, failure to take any action to correct such 
imbalances could create a very unfavourable medium-term outlook. 


ee 
oa) 


Inflation 


1U99 19g 


Growth Rate, 
1990 Level 
23 


Interest 
Rates 


24 


It is impossible to predict how the international economic environment will 
develop over the 1987-1990 period. While Canada’s prospects will be broadly 
shaped by international events, there is considerable latitude, from any given set of 
international assumptions, to do better or worse than the three projections 
presented here indicate. Each of the particular projections set out in Chart 3 
should, therefore, be interpreted as a reference projection conditioned on typical 
economic responses in Canada to such international economic climates. What we 
would actually achieve relative to each reference outlook will depend fundamen- 
tally on the responses of individual Canadians and businesses — both large and 
small — to the improved framework for entrepreneurship and private initiative 
provided by the government’s overall program for economic renewal. It is the 
government’s firm belief that such a positive response will be forthcoming. 


Annex 1 


Private Sector Forecast Views 


The purpose of this Annex is to give a sense of how private sector forecasters view 
Canada’s short-term economic prospects. Chart 4 shows the range and average 
views for several key Canadian economic indicators for a sample survey of 
Canadian private sector forecasters.” 


For 1985 there is a strong degree of consensus for most economic indicators. The 
average forecast for real GNE growth in 1985 is 3.3 per cent, with the range of 
private sector growth forecasts extending from 2.5 to 4.2 per cent. The average 
inflation forecast for 1985 is 4.2 per cent and most of the forecasts lie in a narrow 
range from 3.7 to 4.5 per cent inflation. The average unemployment rate forecast 
is 10.9 per cent. The average private sector view for short-term interest rates is 
11.0 per cent but with a wider range (from 9.5 to 12.0 per cent) than is the case 
for most other indicators. 


As the forecast horizon is extended to 1986, the greater uncertainty of economic 
outcomes is reflected in wider ranges of private sector forecasts. For example, the 
real GNE growth forecasts for 1986 range from 0.8 to 4.2 per cent, although the 
forecasts are concentrated between 2 and 3 per cent. The range of forecasts for the 
unemployment rate extends from 9.6 to 11.8 per cent, but half of the forecasts are 
closely clustered around 10 1/2 per cent. The average of the inflation forecasts for 
1986 is 4.4 per cent with a very wide overall range from 2.9 to 6.6 per cent. The 
average of the private sector forecasts for the short-term interest rate is 10.2 per 
cent, while the range goes from 8.1 to 12.2 per cent. 


() The Department of Finance regularly surveys a sample of 18 to 20 private sector forecasters. The average and 
ranges of their economic outlook updates following the release of the national accounts for the fourth quarter 
of 1984 are presented herein. This survey was conducted in late April. 
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Chart 4 


Private Sector Short-Term Forecasts 
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